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P IS FOR PARITY 


by Le Je Norton 
Professor of Agricultural Economics 
University of Illinois 


The impact of the price support programs on 
the Treasury and taxpayer depends fundamentally 
on the general price level. When the prices of 
things the farmer buys in general are lower than 
the prices of the farm products he sells, there is 
little or no cost to the taxpayer. But when the 
prices of what he buys are higher than those of 
what he sells, tax money helps support his income. 
The fulcrum which balances this see-saw of prices 
is parity. And the manner in which taxes are used 
to help the farmer is either by purchase or loan in 
regard to certain commodities. 


However, before explaining what parity price 
support is, how it works, and how it could be im- 
proved, it should be understood that fairly general 
agreement exists as to the need for the re-evalua- 
tion and revision of parity. 


Parity Price 


The idea of parity is central in our national 
agricultural policy. Parity prices are the stand- 
ards which guide the United States Department of 
Agriculture in price support operations. What 
does parity mean? Essentially, the word means 
equality. Equality with what? Congress has de- 
fined it in the Agricultural Adjustment Act of 1938 
as follows: 


parity ..... Shall be that price..... which will 
give to the commodity a purchasing power 
with respect to articles that farmers buy 
equivalent to the purchasing power of such 
commodities in the base period. 


Parity is determined for most of the more im- 











portant farm commodities by using as a base the 
period August 1909 to July 19141), the five years 
prior to World War I, he farm price for this 
period as computed by the ‘Department of Agricul- 
ture is multiplied by an index which measures 
price changes, since ‘the base period, of goods 
commonly bought by farmers as wéll as interest 
payments on real estate debtsiand tax payments on 
farm real estate. To illustrate, the price of wheat 
in the base period was 88.4 cents a bushel; the in- 
dex of commodity prices and real estate interest 
and tax payments in December 1947 stood at 245 
per cent of 1910-1914. Multiplying 88.4 cents by 
2.45, we get $2.17 as the parity price of a bushel 
of wheat on December 15, 1947. This means that 
the $2.17 proceeds from the sale of a bushel of 
wheat in that month would have bought the same 
average quantities of goods commonly purchased 
by farmers as 88 cents would have bought in 1909- 
1914 (and paid equivalent interest on real estate 
mortgages and taxes on real estate.) 


Implementing Parity 


Deferring to later paragraphs further detail in 
the definition of parity, how is this standard used? 
Since 1933 it has been used as a guide to price 
support operations of the Department of Agricul- 
ture. During the war it was used as a standard for 
establishing ceilings. The Agricultural Adjustment 
Act of 1938 authorized the Commodity Credit Cor- 
poration to make available loans on agricultural 
commodities on terms to be fixed by administrative. 
action, except that loans on wheat, cotton and corn 
should be between 52-75 percent of the parity 
price. For corn a definite sliding scale was set up 
for varying the percentage to be loaned with the 
size of the crop. 





1) Other base periods are also used: for most types of tobacco, 1919-28 is used, but 1934-38, for flue- 
cured and burley; many fruits and vegetables use different base periods, 1919-28 for citrus fruits and 


onions, for example. 




































10 THE TAX REVIEW 
aa SR TR EAE CE 





This law also authorized the Secretary of Agri- 
culture to make parity payments to producers of 
corn, cotton, wheat, rice, or tobacco on a pro- 
ducer’s normal production of the difference between 
the parity price and the actual ; rice of the crop. 


This law is still in effect, but these loan provi- 
sions were superseded by authorization of price 
supports -- by loans or otherwise -- for a long list 
of farm commodities at not less than 90 percent of 
parity price (95 percent in the case of cotton). 
Again note that these wartime price supports used 
parity price as a standard. In the case of basic 
commodities -- corn, wheat, cotton, tobacco, rice, 
and peanuts, -- the support is by loans on crops 
harvested before December 31,1948. For the non- 
basic commodities, price support may be by pur- 
chase, loan, or other operations. These commodi- 
ties are classified into (1) those for which war-time 
increases were sought, often called the Steagall 
commodities for which 90 percent of parity is 
specified, and (2) all other commodities for which 
the support operations are “to bring the price and 
income of the producers to a fair parity relation- 
ship with other commodities.” Unless these war- 
time supports are extended, they expire either with 
the marketing of the 1948 crops or on December 
31, 1938. Price supports would without further 
legislation revert to the lower prewar basis. 


Parity Income 


Our price support actions use parity prices, 
but Congress also recognizes parity income for 
agriculture: 


parity--income shall be that per capita net 
income to individuals on farms from farm- 
ing operations that bears to the per capita 
net income of individuals not on farms the 
same relations as prevailed during the pe- 
riod from August 1909 to July 1914. 


In other words, the pre-World War I standard is 
again used as a base period. Farm income is at 
parity when the farm population earns per head 
from farming operations 45 percent as much as 
the earning per head of non-farm people in the base 
period. What this amounts to in dollars varies with 
changes in average dollar earnings of non-farm 
people. However, although this concept is recog- 
nized in the law, little use has been made of it. 


Flexibility of Parity Prices 


It is clear from the definition given earlier that 
a parity price changes with variation in the prices 
of goods commonly purchased by farmers. Toa 
degree parity prices automatically change with the 
general price level. However, the index of goods 
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bought is much more sluggish than the index of 
farm prices. This is partly due to the fact that 
farm prices are wholesale, and prices of goods 
purchased are retail, and wholesale prices are al- 
ways more sensitive to change. In addition, prices 
of raw materials, which farm products are, for the 
most part are more sensitive to economic forces 
than prices of manufactured goods or interest and 
tax charges. However, the two series do fluctuate 
in the same direction as shown by the following 
figures, which are on a pre-World War I base: 


Prices of 
parity items 


Prices of 
farm products 


1910-1914 100 100 
1920 211 202 
1921 124 165 
1920-1924 151 173 
1930-1934 90 135 
1935-1939 107 128 
Dec. 1946 264 213 
Dec. 1947 301 245 


When prices broke in 1920-1921 the farm price 
index broke 87 points, the index of goods bought, 
etc., only 37 points. Between 1935-1939 and De- 
cember 1947, prices of farm products increased 
nearly threefold; tiie index of goods bought, how- 
ever, did not quite double. 


The effect of this tendency for the “parity in- 
dex" to vary causes the level of parity price to 
fluctuate, although by smaller amounts than the 
fluctuation in the prices themselves. A decline in 
farm prices will be accompanied by a decline in 
the “parity index” of something less than half as 
large as changes in the index. This tendency obvi- 
ously introduces a degree of flexibility into parity 
prices. 


Alternative Standards For Farm Prices 


Particular costs. One alternative to parity 
would be the use of “cost of production.” This has 
had little official support in this country but it has 
been advocated by one of the national farm organi- 
zations. It should be clear from the above that the 
“parity index” used in calculating parity prices 
measures changes in certain cost factors including 
the cost of supporting the farmer and his family. 
The latter is taken care of by including goods used 
for family maintenance, food, clothing, etc. in the 
parity index. But the parity index does not measure 
changes in the cost of producing individual farm 
products. The quantities of the various cost factors 
vary for different products. An index of cost for a 
particular product would need to be weighted ac- 
cording to the importance of different factors that 
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enter into its production. Milk, for example, in- 
volves use of much feed and labor; wheat, the use 
of machinery, seed and relatively less labor. Our 
present system uses relative price position as a 
standard rather than price in relation to particular 
costs. We have avoided use of costs as a standard 
because of the difficulties of determining actual 
costs in agriculture in view of the wide differences 
in cost in various regions and between farms. The 
best case for using costs as a standard would be in 
situations where “necessary” costs are a high per- 
centage of market value and where land use repre- 
sents a low percentage of such cost. This is illus- 
trated by fluid milk in contrast to wheat. 


Foreign countries in setting up price standards 
for administrative action seem more inclined to 
use cost data in setting prices than we have in this 
country. The concept of relative prices seems not 
to be used. For example, the United Kingdom and 
the Netherlands have elaborate systems for col- 
lecting farm cost data to use in setting prices on 
farm products. Perhaps the reason is that their 
fixed prices attempt to guide production in desired 
directions. To accomplish this they feel that fixed 
prices must be related to “necessary costs” for 
producers at a certain level of efficiency. 


There seems to be little official interest to 
move in this direction in the United States. One 
school of thought advocates “forward pricing,” 
i.e., guaranteeing minimum levels of prices or unit 
returns for certain future periods in order,in part 
at least, to guide production in desired directions. 
If this point of view were adopted perhaps we would 
need to make more use of costs for particular 
products in setting our standards. 


Inclusion of labor. There is strong demand to 
include the cost of labor in the parity index. In 
effect self-employed and family labor are now rec- 
ognized by including items for family maintenance 
in the “parity index” but hired labor costs are not 
now included. Including hired labor costs would 
raise the index at this time and make it more vari- 
able, if hired labor costs behave in the future as 
they have in the past. 


First, the immediate effect is to be considered. 
The index of farm wage rates now stands at about 
400 percent of 1910-1914. Obviously, including it 
in the parity index which in December 1947 stood 
at 245 percent of 1910-1914, would raise this index. 
If given a weight of 20 percent, it would raise the 
index from 245 percent to approximately 275 per- 
cent of 1910-1914. The second consideration is 
that the inclusion of labor would make the parity 
index more sensitive. Comparative figures for the 


present parity index and farm-wage rates are as 
follows: 


Parity Farm-wage 

index rates 
1910-1914 100 100 
1920-1924 173 178 
1930-1934 135 115 
1940-1944 147 212 
Dec. 1947 245 404 


In the depression of 1930-1933 farm wages de- 
clined more than the present index but since 1940 
they have increased more. 


The greatest pressure to include wages in the 
index comes from the sections of the country pro- 
ducing commodities where a standard must ap- 
proach “necessary” costs to be reasonably work- 
able. However, its inclusion would make parity 
less useful as a standard in the areas where hired 
labor costs are not important items of cost, for 
example, in the grain areas. 


Using a more modern base. Perhaps no sug- 
gested change in the parity formula is more widely 
favored than that of using a more modern base than 
the commonly used 1909-1914 base, now 35 years 
old. Its use fixes the comparative level of parity 
prices for individual products at their relative 
prices of 35 years ago. 


Agricultural production techniques and relative 
demands are not static. The costs of some prod- 
ucts have been cheapened relative to others over 
the 35-year period; the demands for some have 
risen in relation to others. For example, we have 
greatly increased the use of improved mechanical 
equipment in most field operations; we have not 
made similar economies in livestock production. 
The techniques used in poultry and egg production 
bear little relationship to those of 1909-1914. The 
use of recently developed pesticides leads to in- 
creased output per acre and therefore lower cost 
per bushel for certain crops, potatoes for example. 


Likewise relative demands change. Other areas 
of the world produce a larger share of the world’s 
cotton than 35 years ago; synthetic fibers encroach 
on the demand for cotton; people use less starchy 
foods and more milk, leafy vegetables, fruits and 
also meat (when it is available) than 35 years ago. 
These illustrations can be multiplied. In view of 
the changes in farming techniques and in relative 
demands, to assume that prices of particular prod- 
ucts should bear the same relationship to each 
other as they did 35 years ago is to assume some- 
thing which cannot be and is not true. 


ee 
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It is suggested that the parity prices for indi- 
vidual products should be based on their respective 
averages for the preceding ten years. This change 
would tend to keep the relative parity prices of 
different items reasonably down to date and would 
eliminate the necessity of periodically shifting the 
base period forward. An average of the previous 
ten years would automatically do this. 


This change would tend to lower the relative 
parity prices of the field crops and to raise those 
of most livestock and livestock products. If parity 
is to be used as a standard such a change would be 
a step in the right direction. 


Adjusting the base. Using ten-year averages 
for individual commodities would provide for grad- 
ual adjustments in the relative position of the in- 
dividual commodities, but it would not establish the 
level of the average in relation to some historical 
base. What base should be used for the average? 
Compare the prices of farm products and of the 
parity index for selected periods. 


Prices of all Parity Parity 

farm products index ratio 
1910-1914 100 100 100 
1925-1929 149 168 89 
1935-1939 107 128 84 
1940-1944 154 147 103 
Dec. 1946 264 213 124 
Dec. 1947 301 245 123 


The use of any base since 1940 would tend to 
raise the parity level; the use of any period between 
the wars would lower the level. Many people argue 
that the fact that farm prices averaged below parity 
from 1920 to 1940 is evidence that the 1910-1914 
base was too high. It was obviously too high for 
the conditions prevailing in that inter-war period. 
Such a relationship would be expected when a whole- 
sale price index is compared with a retail price 
index in a period of declining or weak prices. To 
continue to use the 1910-1914 base for the general 
level may not be too bad a choice among those 
possible. If lowering the level is desired, the use 
of 1935-1939 as a base would accomplish this ob- 
jective. It would lower the average level of parity 
by 16 percent as compared with the use of the 
1910-1914 base. 


Discarding parity prices and using parity in- 


come. Many agricultural economists believe it 
would be better to discard the whole concept of 
parity prices and adopt parity income as a stand- 
ard. The present legal definition of parity income 
was given above. A committee of the American 


1) Journal of Farm Economics, Vol. 29, No. 4, Part 2, Page 1368. 


Farm Economic Association has recommended the 
following definition!); 


Parity-income shall be that per capita 
net income of individuals on farms that 
bears to the per capita income of individ- 
uals not on farms, the same relation as 
prevailed during the most normal peacetime 
period characterized by high-level produc- 
tion and employment in industry and trade. 


The committee concluded that the most recent pe- 
riod meeting this definition is 1925-1929. Use of 
the parity-income approach in connection with 
governmental support programs would eliminate 
many of the difficulties inherent in supporting the 
prices of individual commodities. 


Suggestions for Changes in the Use of Parity 





Many agricultural economists criticize these 
high-ratio-to-parity price supports, viz., 90 per- 
cent of parity. They believe that these will inter- 
fere with normal marketing procedures, prevent 
the declines in prices which are often needed to 
move particular products into consumption, delay 
needed adjustments in production, and when a gen- 
eral decline in the level of demand occurs, lead to 
accumulation of supplies which will be a burden on 
the market. Some agricultural economists, includ- 
ing the writer, believe that price supports will not 
be able to maintain farmers’ incomes when there 
is a severe decline in demand, i.e., when a gener- 
alized depression comes. 


From the taxpayers’ standpoint any price sup- 
port that actually keeps a price higher than would 
exist without such support involves a cost to the 
Treasury through losses sustained in diversion of 
the product to uses which yield lower returns 
(sales of dried eggs for European relief) or actual 
wastage (early potatoes). The 1948-1949 budget 
includes little direct appropriations for price sup- 
port operations but a permanent law makes 30 
percent of all customs revenue available to the 
Department of Agriculture for diversionary oper- 
ations. Also the Commodity Credit Corporation is 
authorized to operate in a manner which may im- 
pair its capital, and in such event Congress is ob- 
ligated to appropriate funds to restore such im- 
pairment. Finally, while their basic purposes are 
entirely different, purchases of agricultural com- 
modities with ERP or other foreign relief funds 
will actually operate to support prices of certain 
farm products. The higher the level of price sup- 
port, the greater will be the possibility of substan- 
tial cost to the Treasury and so ultimately to the 
taxpayer. 
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Recognizing that some price or income support 
program is likely to be continued, a number of 
suggestions have been made for changes. Among 
these are: 


a. Direct payments of differences between 
support-level and market prices. These would be 
similar to the parity payments authorized and paid 
in connection with corn, cotton and wheat before 
the war. Under this system prices would be left 
free to seek their own level. Apparently members 
of Congress are unwilling to consider this idea 
because they do not wish to appear to be increasing 
the cost to the government. The latter is done by 
maintaining a higher price in the domestic market 
than would otherwise prevail. 


b. Direct income payments to farmers in times 
of serious generalized price decline to maintain 
farm income at some established ratio to parity 
income. This plan would allow prices to fluctuate 
freely and would not relate the payments to partic- 
ular commodities but to total gross sales of indi- 
vidual farmers. This plan has been suggested by 
the AFEA committee noted above. It apparently 
does not meet with congressional favor for the two 
reasons mentioned in (a) and also because it does 
not relate to particular commodities. Farmers 
and their representatives find it difficult to think 
in any terms other than those of particular com- 
modities. 


c. Lowering price support levels below 90 per- 


cent of parity. This could be accomplished by 
simply allowing wartime legislation to expire and 
administratively interpreting the provisions of the 
Agricultural Adjustment Act of 1938 by use of 
lower ratios. Lower ratios would obviously re- 
duce the objections to high level price supports and 
make price supports into “stop loss” rather than 
“profit guaranteeing” arrangements. 


d. Varying price supports with size of annual 
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supply. This would vary the percent of parity at 
which prices would be supported each year in line 
with the ratio of crop plus carryover to some nor- 
mal. The higher the relative supply, the lower the 
support ratio would be. This would tend to main- 
tain total minimum returns from a crop at a fairly 
fixed level. Something of the sort was authorized 
for corn in the Agricultural Adjustment Act of 
1938. A proposal of this sort applying to seven 
specified commodities has been incorporated ina 
bill recently introduced in the U. S. Senate. It re- 
tains the commodity idea and allows price supports 
to vary with one of the factors causing annual vari- 
ation in prices, i.e., supplies. However, it disre- 
gards the effect on prices of changes in the demand 
levels, except as these affect the index used in cal- 
culating parity prices. Ina severe depression the 
proposed formula would likely support prices of a 
level which would cause an accumulation of staple 
products. . 


What We Are Likely To Do About Parity 


Although the suggestions offered might provide 
improvement of greater stability and more perma- 
nence, nevertheless, their implementation is not 
entirely probable. So far as prospects for legisla- 
tion are concerned the following seem most likely: 
(a) revision of the parity formula with some more 
recent than 1909-1914 base for individual products, 
but adjusted so that the average reflects parity 
with 1909-1914; (b) continuation of the present high 
level supports from year to year or adoption of a 
price support for individual commodities adjusted 
for size of supply. 


If modified only by one or the other of these 
two possibilities, the effectiveness of the support 
price system in supporting farm income will be 
tested in the first major depression when the de- 
mand for farm products declines sharply. And at 
that time further modification of the system can 
certainly be expected. 
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